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NOTE: Format for this report varies from the usual 

Foreign Economic Trends due to the problems U.S. Embassy, 
Tehran currently experiences in accumulating hard information 
on the Iranian economy. The lead section of the report, 

Key Economic Indicators, has been eliminated. Despite the 
temporal nature of this report, publication was felt merited 
to fill the void of substantive economic reporting on Iran. 





IRANIAN ECONOMIC TRENDS 


A REPORT PREPARED BY THE AMERICAN EMBASSY IN TEHRAN 


JUNE 1979 


SUMMARY 


By mid-1979 Iran's economy was still in the main paralyzed as 

a result of the revolutionary turmoil which ushered in the Islamic 
Republic last February. Despite deceiving elements of normalcy, 
such as basic infrastructural services, the level of productive 
economic activity is still less than half that of a year ago. 
Agriculture has been least affected and within the industrial sec- 
tor, food and pharmaceutical industries are near normal operation. 
It is estimated, in the absence of any official economic data or 
estimates, that the real GNP declined some 20 percent in 1357, the 
year ending March 20. Economic recovery is seen as a medium term 
prospect and one determined more by political than economic factors. 
Iran's revolutionary leaders inherited an almost moribund economy, 
but also the fortunate factors of high foreign reserves, low pub- 
lic debt, the revenue oil base and long-term potentialities which 
justify moderately ambitious social and economic aspirations. The 
impact of the revolution on foreign commercial interests in Iran 
has been adverse and substantial. The status of most pre-revolu- 
tionary contracts is still uncertain and businessmen are advised 

to obtain the latest information before visiting Iran or navigating 
its still revolutionary waters. 


CURRENT ECONOMIC SITUATION AND TRENDS 


MACROECONOMIC SITUATION: Iran's post-revolution economy remained 
in serious disrepair as of late June. This reflects in great 

part the continuing nature of the Revolution, which saw the Monar- 
chical Government overthrown February 11. Iran is still being 
governed by a Provisional Government and awaits the beginning of 
the process of adopting a new constitution and electing a permanent 
government. The transitory nature of the government and widespread 
negative expectations are fostering a continued economic malaise. 
The Revolutionary Government inherited an economy which was already 
badly disrupted, shattered by pre-Revolution strikes and concessions 
to workers. Industry, apart from the generally strike-exempt food 
and pharmaceutical sectors, was virtually moribund. The construc- 
tion sector was shut down. Commerce was suffering from a slackness 
in consumption, customs embargoes, and an almost bankrupt banking 
system. The oil sector was barely meeting domestic requirments. 
Agriculture alone appeared to be little affected by the traumatic 
events. But, unlike most of the other revolutionary benchmarks, 
Iran's new leaders inherited a good foreign exchange reserve, low 
public debt and the hard currency earning power of the easily- 
resumed oil sector. 





Non e:onomic factors have been pre-eminent since the change of govern- 
ment. Typical of most revolutions, priority is given to the "purifica- 
tion process," and economic consequences thereof are subordinated to 
revolutionary goals. This “backward looking" phase of the revolution 
seems not yet complete. Contracts, financial movements and personal 
wealth accumulation are all scrutinized and revolutionary justice meted 
out to those considered guilty. This process has not enhanced the cli- 
mate required for economic recovery--the fabric of authority, effec-. 
tive decisionmaking, worker discipline and optimistic expectations. To 
the contrary, a majority of Iran's senior governmental and business 
leadership has been removed -- imprisoned,’ executed, voluntarily exiled 
or just told to vacate-- and with the continuing substahtial loss of 
middle level managers, professionals and technicians through emigration, 
Iran's economy is suffering from lack of adequate leadership and exper- 
tise, with the concurrent erosion of authority with all its consequen- 
ces. Officials, public and business, are reluctant to make decisions 
and their subordinates, likewise fearing the uncertain consequences 
from action in this continuing revolution, impede the execution of 
programs. 


Many aspects of Iran's post-revolution economy are almost disconcer- 
tingly normal. The infrastructural fabric of water, electricity, 
telecommunications, post, petroleum supplies (and record traffic) is 
essentially sound and supports ones! expectations that all else should 
likewise be normal. Offices are staffed and banks and most stores are 
open, but the functional level of the economy is still well below nor- 
mal, a factor understandable in a revolution, but nonetheless often 
hard to appreciate in the midst of "normal" trappings. In June, a 
senior government official said that Iran's industries were working 

at 40 percent of capacity; 40 percent of "normal" may have been what 
he meant. He recognized as impediments to economic recovery the shor- 
tage of credit and uncertainties. 


Few economic data are available since September 1978, the beginning 
of revolutionary turmoil. The Central Bank's Annual Report, which 
presents the year's economic data, will not be available before Sep- 
tember, at least three months late. Our best, educated-guess estimate 
of economic performance in 1357, the year which ended March 20, 1979, 
is a GNP in current value of some $70 billion, down 8 percent, ver- 
sus a 17 percent increase in 1356. At this level, per capita GNP 
would be $1,988, off 10 percent. We estimate that in constant 1353 
prices the GNP fell about 20 percent to $44 billion, which compares 
with a 2.8 percent growth in 1356. The fall in GNP was a consequence 
of the political turmoil which led the country to near economic para- 
lysis. Oil production, erratic during the fall, fell to a bare sub- 
sistence level December 26, with exports curtailed until March 5 and 
valued at but $14.8 billion for the year. Value added in the group 
of industrial sectors declined by at least 20 percent, with construc- 
tion the most depressed sector. Government expenditures contracted 
to just about the payroll minimum by February. 


Most observers do not anticipate full economic recovery for at least 
several years, so drastic have been the shock waves of the revolution. 
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The oil sector, now more essential to the economy, is producing at 
an average 4 million B/D, almost 40 percent below the level a year 
ago. But if this level is sustained, production in 1358 will be 
roughly equal to last year‘s. In 1978, oil production at 1.9 Bil- 
lion Bbls was down 8.3 percent. Revenue, however, will be at least 
40 percent greater, running now at an annual rate around $24 billion. 
Industry, little recovered, and construction, considered but 20 per- 
cent of normal, will depress the GNP. Agriculture will probably 
post a negative figure since. apart from even-to-favorable prospects 
for wheat (5.4 million MT), soya and dairy, meat, rice and other 
production prospects are down. Fiscal policy is reportedly to be 
expansionary, but by the time the yet embryoric 135§ budget is adop- 
ted, obligated and disbursed, little economic impact will be felt 
this year. Foreign non-oil trade will be but half previous levels, 
with imports not exceeding $9 Billion. Major projects are either 
cancelled or inoperative, awaiting reconfirmation and remobiliza- 
tion. Unemployment continues as the country's primary economic 

and political issue, and Government leaders have complained con- 
cerning the "Workers' Dictatorship." Inflationary factors have 
built up and are expected to be unleashed by economic recovery, an 
unfortunate price but hard to avoid. Private investment, down 
slightly in real terms in 1356, is absent and will unlikely occur 

in the private sector given prospects of increasing nationalization 
and other uncertainties. In summary, Iran's economic performance 

in the near-term will be conditioned principally by its political 
environment. Continued uncertainty will impede recovery; restora- 
tion of stability and achievement of a reasonable level of economic 
activity will require substantial government initiative. Fortunately, 
if oil production is maintained at or near a 4 MMB/D level, feasible 
even without foreign technicians in the short term, Iran will not 
face financial resource problems. 


Economic policy is still in a state of flux. All that was past is 
suspect. Shia Islam apparently is sufficiently flexible in much of 
the economic area that, apart from an oft-declared tenet of. private 
property rights and an egalitarian thrust, policy determination 

would seem more a product of Iran's third world position and per- 
ceived socio-economic needs. The eventual mix of private and public 
sectors in the economy may be quite different from the currently 
increasing public intervention in the economy, which is justified as 
necessary due to the chaotic post-revolution conditions. Numerous 
changes in policy have been noted, witness the nationalization of 
banks June 7 and insurance June 25. Nationalization authority is 
currently pending for the industrial and agricultural sectors. Mini- 
mum tax liability has been raised and the range of government sala- 
ries narrowed. Trade policy seems to favor autarky, the relaxation 
of price controls, reliance on market forces and greater attention to 
the priorities of the rural/agrarian sector. "Show-case" projects 
and sophisticated military systems are out. 


Iran, as we have said previously, has better than average long-term 
prospects. With oil reserves of around 60 billion barrels, the 
world's second largest known gas reserves, and a not insignificant 





minerals sector, its foreign exchange earning potential is capable 
of supporting a moderately ambitious long-term development program. 
Easily overlooked in revolutionary rhetoric is the fact that from 
the overly ambitious, oil-boom spending spree, Iran emerged with a 
much improved infrastructure, higher level of literacy and man- 
power skills and per capita consumption capable of supporting a 
larger indigenous industry. Revolutions are seldom efficient, and 
Iran's has cost it dearly in human and physical terms. Its chal- 
lenges include a population growth of some three percent, still- 
high adult illiteracy, a badly skewed income distribution and 
social factionalism. The country now must find ‘or develop new 
political and even social fabrics and a self-identity that can be 
directed constructively to attain its individual, social welfare, 
and economic aspirations. 


FISCAL DEVELOPMENT: Iran's fiscal performance has been abnormal 
Since late 1978. Disbursements for major capital projects gene- 
rally ceased and arrearages from 1357 persist. Current expendi- 
tures have continued to be restrained, hardly exceeding payrolling. 
Foreign lending and investment have been negligible for over a 
year and will continue so. Tax collections ceased last fall and 
an amnesty on payments was granted until June 21. Debt financing 
through bonds and foreign credits ceased by October and neither 
are considered short-term revenue prospects. Expenditure restraint 
is credited with keeping the government's 1357 deficit to below 

$3 billion. Government external debt is virtually current, but 
early payment of debts to foreign companies is problematic. 


A temporary budget for the first quarter of 1358 has expired and 


a permanent budget is, at this writing, pending approval. The 
budget is reportedly Rials 2240 Billion ($31.8 BN), with Rls. 800 
BN ($11.3 BN) allocated for capital expenditures and the balance 
for current and miscellaneous activities. These levels are sub- 
stantially below those authorized for 1357, but probably close to 
actual levels of spending in the last two years. Government com- 
pensation features have been trimmed to offset somewhat the sub- 
stantial basic pay increases granted last fall. The chief announ- 
ced tilts in the budget favor agriculture, rural development and 
housing. Decisions are still awaited on the continuation of most 
major projects, but the overall capital allotment appears adequate ;, 
especially in light of the lag between decision and disbursement. 
The chief issue will be the political capacity to allocate and 
disburse. The learning curve of the new leadership, lengthened 

by the weakened second level manpower support, which has been deple- 
ted by emigration or revolutionary fervor must be taken into account. 
Another issue will be the ability or the inclination to clear up the 
sizeable arrearages from 1357. A projected $5 billion deficit is 
expected to be resolved by higher oil revenues and personal (not 
institutional) government bond purchases. Receipts from Iran's $7 
billion external, non-monetary portfolio, should be around $1 billion. 





The net of revenues from a major tax amnesty program and the results 
from a large increase in personal tax exempt income is hard to cal- 
culate, but non-oil revenues seem destined to be a smaller share of 
the resource pie. 


MONETARY AND PRICE DEVELOPMENT: Iran's banking system was reaso- 
nably operational at this writing. The health of banks was uneven 
prior to the June 7 nationalization with about 15 banks highly 
liquid and about six deposit banks in substantial foreign arrearages. 
Banks reopened after the revolution on a regular basis but with 
erratic service; the foreign exchange market has been particularly 
chaotic, with Central Bank regulations changed almost completely 
May 5 and revised often since. Bank management, as elsewhere in the 
economy, was shattered, with about two-thirds changed. Revolutio- 
nary Committees often controlled even the most routine transactions. 
An amnesty on payment of commercial instruments was granted through 
June 21, at which time all except penalty fees and interest would be 
due. With bank nationalization, there came an almost complete change 
of management in the private and mixed capital banks. It is antici- 
pated that with the government now liable for all claims on the ban- 
king system, the problem of weak banks as well as the reluctance of 
most banks to extend credit will be resolved. Continuing postpone- 
ment of domestic and private debt repayment to banks is expected; 
most banks, on the other hand, are current on their domestic and 
foreign debt. U.S. banks, with direct outstandings in Iran of about 
$3 billion early 1979, are slowly reducing their exposure. As in 
the case of other foreign banks, they are booking little new debt. 
The issue of compensation of foreign as well as Iranian private bank 
shareholders has yet to be determined, but the Provisional Govern- 
ment has espoused the compensation principle. 


Official Monetary data are not available since October 1978, but 
liquidity (M2) is thought to have increased by five percent from 
September 21 to February 19, with notes in circulation up 103 per- 
cent and savings and term deposits down 20 percent. Thus, the dec- 
line in velocity of money offset almost entirely the large note 
issue activity which was required to sustain banks during the period 
of heavy withdrawals. Notes in circulation of March 20, were Rials 
912 billion, compared with Rls. 450 billion September 22. The Cen- 
tral Bank has not yet reinstated the reserve requirements reduced 
last October and banks are not required to purchase government bonds. 
Liquid banks have been enrolled in the Government's program of cre- 
dits for economic recovery, which were made available in May to 
industry, agriculture, housing and various state-owned companies. 
interest rates or "fees" are six percent or less. The Central Bank 
is concentrating on bank recovery and has not yet adopted a mone- 
tary budget. It does seek, however, a negative note issue for 1358, 
which would be aided by Rial repatriation. Iran appears to face no 
short-term difficulties on its external accounts. Preliminary 
eleven month balance of payments data suggest a 1357 basic foreign 
exchange account roughly in balance or a slight surplus. Official 
foreign exchange in mid-June, after some three months with -virtually 





no oil receipts, were a little over $10 billion. Assuming payments 

in 1358 at $13 billion, off over=40 percent, and oil exports (crude 
and Product) averaging 3.4 MMB/D, Iran's current surplus could reach 
$10 billion, with end-year reserves of over $20 billion. Such a pros- 
pect may tempt Iran to repay high cost foreign debt, enjoy a cushion 
until the level of economic need is restored, reduce the earnings ' 
rate or escalate expenditures. There is debate concerning the exchange 
rate policy, with arguments pro and con on devaluation and revaluation. 
The Central Bank has a two tier rate, with officially sanctioned 
exchange needs sold at Rials 70.60 to the Dollar with other exchange 
purchases sanctioned at Rials 79.00. Non-oil export earnings benefit 
from the higher Rials 77.50 selling rate. 


TRADE DEVELOPMENTS: Iran's trade fell substantially in 1978 and is 
expected to be off some 40 percent from that level in 1979. The most 
recent Iranian trade data are through December 1977. Preliminary 
data for the first seven months of 1357 (through October 22) reveal 
non-military imports of $8,157 million, or an annual rate of $14 
billion. We doubt, due to the customs and other strikes, that such 
imports exceeded $11-12 bn in 1357, with total merchandise payments 
around $14.5-15.0 billion, versus $18 billion in 1356. Non-oil/gas 
exports probably did not exceed $350 million in 1357. Receipts from 
oil exports should reach $21 billion in 1358 if production continues 
at the 4 million B/D rate. Non-oil/gas exports, dependent largely 
upon the presently crippled industrial and mining sector, should be 
off by about half. The 1358 import regulations reflect not only 
Islamic prohibitions but a more autarkic philosophy. For example, 
vehicle imports are prohibited. 


Conditions at the ports after the revolution were chaotic due to 

the prolonged strikes. Despite subsequent preoccupations with poli- 
tical and management issues, Operations slowly resumed and Iran- 
destined goods off-loaded in the Gulf during the strikes were deli- 
vered. Then ethnic/political problems in Khorramshahr resulted in 
the closing of that port in May. Fortunately, almost all of Iran's 
food imports, which in turn account for most current import activity, 
enter through other, calm ports. Imports in customs' holding areas, 
abandoned or benefitting from a warehouse-cost amnesty, are sizeable 
and becoming a problem. Lack of liquidity, again, is a major imped- 
iment to resolving this problem. Financial terms for trade are new. 
Most exporters to Iran desire a confirmed letter of credit and most 
Iranian banks have in turn asked for a 100 percent prior deposit. 

It is too early to see whether this obstacle will diminish due to 
nationalization of the banks. Iranian exporters must agree in 
advance to sell foreign exchange proceeds to the banking system. 


INFLATION ISSUE: It appears that Iran will have to pay the price of 
high inflation as a cost of economic recovery. Its rate of inflation 
was braked in 1978 due principally to a slowing of the economy and 
policies which affected real estate prices. The wholesale and consu- 
mer price indexes moved an average 9.4 and 9.7 percent in 1357, con- 
siderable declines from the double digit previous rates. Unfortunately, 
the coefficients of these indexes were virtually inapplicable during 





the last half of 1357 due to the changed expenditure patterns 
caused by the economic paralysis and uncertainties, Thus, we 
consider more likely 1357 inflation rates of 15 and 11 percent 

CPI and WPI, with a GNP implicit deflator of 12. A recent exami- 
nation of current price movements suggests an annual consumer price 
inflation rate of 15-17 percent. Real estate prices and rents have 
declined. Utilities are down slightly while transport and clothing 
costs are up somewhat. Food costs, apart from the generally sub- 
sidized staples, push the index up. Fruit, meats and vegetables 
suffer periodic shortages and prices in some items will run two 

to five times a year ago. Overall, food costs are up some 30 per- 
cent in the last six to nine months. Spare vehicle and machinery 
parts, plastics and industrial chemicals are in short supply. The 
Government's price policy is not yet determined. Food subsidies 
apparently will generally continue. The wage increases of last 
fall, shortages, pent-up demand due mainly to political factors, 
decreased productivity and the prospect of increased Government 
spending and consequent lessening of unemployment together sup- 
port a prospect of high, over 30 percent, inflation in the near 
future. Essentially, a moderate price movement in the near-term 
would be a consequence of economic inactivity, low demand; higher 
inflation rates will be an unavoidable price of near-term economic 
recovery or stagflation will develop over the longer term. 


LABOR CONDITIONS: Unemployment is perhaps Iran's greatest eco- 
romic and political problem. It's magnitude is disguised by the 
present policy of voluntary or involuntary employment at previous 
levels regardless of need. Few reportedly are participating in 
the Government's Unemployment Loan Program, financed at Rials 10 
billion a month. Nonetheless, many wonder when the cushions of 
personal savings and societal reiief wiil run out for the several 
million unemployed and millions more underemployed. These are 
found particularly in the depressed construction and transport 
sectors, with slackness in industry and private services also con- 
tributing to the problem. The costs of compensation for little 

or no work will eventually have to be paid by the economy. A 
familiar situation is a factory with virtually the same complement 
of employees as a year ago, but producing 20-30 percent of nor- 
mal and paying higher wages. In commerce, employers maintain 
staffs out of their pockets, awaiting an upturn in business. 
Government bureaucracy, like private, is still preoccupied with 
political and organizational concerns. Ironically, Iran's new 
labor movement, having successfully flexed its muscles during 

the politically motivated strikes of last fall, faces a depressed 
economy and urgings from the revolutionary leadership to forsake 
material goods and sacrifice for the Revolution. Indeed, even the 
oft-frustrated formal government recently established a special 
force to regulate labor and put down worker interference in opera- 
tions. The Government's fiscal program is said to include job 
creation in the rural areas, which it hopes will induce migration 
from the urban centers. 





THE ENVIRONMENT: Iran's political and economic environment is 
Still revolutionary at this June writing. The populace awaits 
certain specific and other, nebulous, developments essential to 
a perception of security and motivation to work and resume nor- 
mal economic risks. Amnesty of political prisoners and others 
considered suspect is seen by many as a requisite to clear the 
atmosphere of fear and uncertainty. Likewise, adoption of a 
new constitution and election of a permanent government with 
general public acceptance is seen as necessary to reducing the 
political malaise and negative expectations. Establishment of 
an adequate and just security and judical system is also sought. 
The diffusion of authority among governmental and revolutionary 
fabrics persists. Westerners, as well as western trained Ira- 
nians, often feel the effects of the revolution's judgement 
against western influence and presence. While physical danger 
has lessened, the atmosphere can be inhospitable. 


IMPLICATIONS FOR THE UNITED STATES 


The economic impact of Iran's prolonged paralysis and revolution 
on its foreign suppliers of goods and services has been signifi- 
cant and will be felt for some time. Foreign exports to Iran 
fell dramatically from late 1978 and orders in the pipeline are 
almost exclusively food, pharmaceuticals, paper products and 
spares. U.S. non-military exports, which increased in 1978 by 
$1 billion to $3.7 billion, were but $245 million the first quar- 
ter of 1979, off 72 percent. U.S. export potential remains good 
in agricultural commodities and such shipments have resumed at 
normal levels. Investment prospects are, of course, uncertain 


and U.S. joint ventures in many cases are anxiously awaiting word 
on their future. Some, as is the case in the minimally affected 
food and drug industries, report a brighter situation. 


Many Iranian Government contracts with foreign firms have been 
cancelled, few have been reconfirmed and a good number remain 

in suspense. One calculation of the value of cancelled civilian 
contracts with foreign firms is $38 billion. The value of can- 
celled military-related contracts with the United States is at 
‘least $15 billion, apart from many related services. To the extent 
that these sales are not redirected, the loss to the U.S. economy 
must include the multiplier effect and loss of U.S. employment. 
Among major civilian contracts declared or considered "dead" are 
the aromatics plant at Abadan, Kalingas LNG, the two French 900 MW 
nuclear power plants, the Tehran/Khorramshahr/Bandar Khomeini (Ex- 
Shahpour) railroad electrification and Tehran's Center City Deve- 
lopment "Shahestan". Projects presently considered unlikely to be 
continued or, if so in a highly modified form or without foreign 
contractors, include Tehran's International Airport, the Qom- 
Bandar Khomeini Highway and Tehran-Tabriz railroad electrification. 
In the undecided but unlikely column are the IGAT II gas pipeline, 
the two German 1200 MW nuclear power plants (over two-thirds com- 
pleted), the italian steel mill at Bandar Abbas, and Tehran's Metro 
Subway. Projects to be continued include the Iran-Japan petrochemi- 
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cal complex, the Sarcheshmeh copper Complex, gas recovery/rein- 
jection in Khuzestan (though modified) and, also in modified form, 
the telecommunications projects. Businessmen are urged to contact 
the Departments of Commerce and State to obtain the most current 
information concerning specific projects as well as general econo- 
mic conditions in Iran. 


Most foreign firms having outstanding contracts or joint ventures 
in Iran have resumed contact with their Iranian colleagues since 
the revolution. Many believed that had they not returned -- 

and some did not interrupt their presence -- it would have indi- 
cated to the Iranian agency something between disinterest and 
culpability for past actions in Iran. The results of renewed con- 
tract have differed greatly, but on the whole the foreign business- 
men see their visits justified even if all issues were not settled. 
In many instances the foreign businessman has found that the govern- 
ment was not yet able to obtain a decision on a given contact. 
Public agencies, in cases where renogotiation has occurred, appear 
in general to seek downward modifications in contracts, a decrease 
in unit labor costs, lower expatriate presence and a waiver by the 
foreign firm of demobilization/remobilization and other costs 
relating to the revolution. Thus, even when a contract receives 

a "Go-ahead", the foreign firm, in most cases reluctant to resume 
work until arrearages are cleared up, faces some difficult public 
policies. Iran's formerly large foreign population is reduced to 

a few thousand legally documented workers. The former U.S. popu- 
lation of at least 45,500 is down to several hundred, excluding 
permanent resident dual nationals. A new and highly restrictive 
foreign work permit policy seeks to maximize employment of Iranians, 
but will make difficult the resumption of old or execution of new 
contracts. 


The Embassy continues to provide current guidance on travel to Iran 
either in response to direct queries or through Washington agencies. 
While many U.S. businessmen have continued their work or returned 
permanently or periodically without incident, there have been nume- 
rous instances in which businessmen have been detained, restrained 
from leaving Iran or subjected to varying forms of employee harass- 
ment. The Embassy's Security Advisory late June continues to recog- 
nize its inability to afford normal protection to American lives 
and property. Business travel for specific objectives, other than 
general commercial promotion, may be warranted, but visitors are 
urged to obtain a current assessment before initiating travel and 
to maintain contact with the Embassy while in Iran. 
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